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Executive summary

Conventional belief is that outsourcing is not yet pervasive in Asia, and that
it appeals only to companies in developed but high-cost economies such

as Australia and Japan because it helps them to save on labor and operating
costs. The reality is, however, that even businesses in China and India,
where there is little arbitrage in labor and operating costs, actually outsource
some business functions. Not that cost-cutting is the only benefit from
outsourcing. As the region's companies are beginning to realize, outsourcing
has other subtler advantages: enhanced competitiveness because of access
to global best practices, for example, and a greater ability to focus on

core competencies.

Asian outsourcing: the next wave is a survey-based briefing paper written
by KPMG International in co-operation with the Economist Intelligence Unit.
It aims to explore the cost and productivity benefits that companies believe
outsourcing can bring them, and looks at the impact that outsourcing can
have on global competitiveness. What are some of the problems that
companies in Asia face when they outsource? What measures should they
take to solve them? Going forwards, what is the likely next wave for

Asian outsourcing?

This briefing paper surveyed 305 companies across the Asia Pacific, including
those in high-cost economies such as Australia, Hong Kong and Singapore, and
lower-cost emerging markets such as China and India. Complementing the
survey findings were interviews with companies that outsource and the
service providers that work with them. The main findings of the report include:

» Outsourcing in Asia Pacific seems to be more pervasive than generally
thought. Confounding conventional expectations, outsourcing is quite
popular with companies in the region. Half of the surveyed executives (54
percent) say that they currently outsource information-technology (IT)
solutions, while a third (35 percent) outsource accounting, debt collection
and tax processing. Some companies also outsource data collection and
report writing (26 percent), human-resources management (22 percent),
and supply chain management (19 percent). Outsourcing as a business
strategy looks set for growth in Asia — about a third of respondents say
they plan to outsource human resources management in three years; and
a quarter each intend to outsource information technology solutions, and
data collection/report writing.
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< Itis not only companies in expensive economies that are outsourcing, but
also those in China and India, where labor and operational costs are low.
Traditionally companies outsource primarily to cut business costs, and
so Asian outsourcing clients are expected to come mostly from
labor-short and expensive places like Australia, Japan, Hong Kong and
Singapore. Because they operate in the same country as the outsourcing
providers, enterprises in lower-cost China and India are seen as not really
interested in these services. However, 55 percent of surveyed companies
in India and 46 percent in China say that they already outsource. Moreover
24 percent of respondents in India plan to outsource in three years, and
30 percent in China say the same.

e Companies in India seem to be far more open to outsourcing all kinds
of business functions than are their peers in the rest of Asia. Fully 64
percent of respondents in India say they currently outsource or plan to
outsource accounting, debt collection and/or tax processing. Only 50
percent of companies in the rest of Asia say the same. Six out of ten
respondents from India (65 percent) already outsource or plan to
outsource human resources management. Only about half (47 percent)
say the same in the rest of Asia. The level of interest in outsourcing IT
solutions is equally high in both places, however (India: 80 percent, rest
of Asia: 78 percent).

e Language is an important criterion for companies when selecting service
providers. In going offshore, one common thread for companies appears
to be language. The majority of survey respondents (56 percent) say that
language and country/organizational culture strongly or very strongly
dictate their outsourcing requirements. However, although English may
be the key language of the subsidiaries of multinational companies in
the region, this is not always the case with local companies. Services
providers should be aware, therefore, that there is a need to have staff
fluent in Asian languages.

< Integrating outsourcing into business results is one strategy for success.
Fully 54 percent of respondents believe this is among the best strategies
to manage the outsourcing relationship; ensuring objectives are clear
at the outset is also important, say 50 percent of those surveyed, and
40 percent point to the need to ensure a provider's fees are competitive.

< Availability and quality of service providers are the key hindrances to
outsourcing in Asia. Respondents also believe that services such as
strategic planning, sales and marketing, risk management, and research
and development (R&D) are strategic to the company, and therefore
should be done in-house. Asked what services they have no plans to
outsource, survey respondents overwhelmingly singled out strategic
planning (89 percent), sales and marketing (78 percent), risk management
(75 percent), and research and development (72 percent).

2 Asian outsourcing: the next wave
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« The next wave of outsourcing looks set to be far bigger than it is now, and
to see business process outsourcing (BPO) services catch up with IT.
The growth of BPO services should happen as companies in Asia become
more comfortable with the idea of entrusting some finance, accounting
and human resources functions to outsiders. Six out of ten respondents
say some services are strategic to their company, and so must be
done in-house. About half are also worried about lack of controls and
insufficient security in the systems of the service provider. Sometimes,
cost considerations can win over the client’'s qualms, but the experiences
of service providers suggests that a client base for next-wave outsourcing
can really be built one customer at a time.

< An explosion in demand may result when critical mass is reached.
Hold-out companies will be forced to outsource R&D, engineering,
risk management and so on once they see rivals becoming more
competitive because they are outsourcing these strategic services.

- The respondents were chief exgcutives/presidenté/mana 'ing' irectors (25
percent), senior vice-presidents/vice- pre%ts/dlrectors ﬂ.3 percent), heads

, and board
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Introduction

Outsourcing is not new in Asia, or anywhere else. Most companies do not
directly hire janitors and security guards, for example. They sign contracts
with third parties that provide cleaning and security services. Enterprises
typically engage advertising agencies to run their media campaigns and law
firms for advice on legal matters. And external auditors, by definition, are
independent experts who always come from outside the organization.

What is new is the expansion of the types of business services that can

be outsourced and the physical location of the providers of those services.
Advances in telecommunication technologies, the arrival of the internet, and
the maturation of high-speed broadband services now allow offshore
outsourcing. Companies are no longer limited by geography in their choice
of providers. They literally have the world from which to pick and choose.

Silicon Valley firms were the first on the train, outsourcing coding and other
software development grunt work in the late 1980s to providers in India,
whose institutes of technology were turning out highly regarded graduates.
The main attraction was cost. Contracting Indian providers such as Infosys
Technologies and Wipro Technologies to do information technology (IT) work
typically saved U.S. companies substantial amounts because IT professionals
in India were paid much lower than those in the U.S.

Soon, IT services providers were springing up in other low-cost but talent-rich
countries like the Philippines. The types of services offered expanded to call
centers, help desks, and business process outsourcing, including human-
resources management and financial and accounting functions. The clientele
spread out from tech firms to Fortune 500 companies and even small and
medium-sized businesses in the U.S. and Europe. The latest buzzwords are
knowledge process outsourcing, which involves contracting out research and
development functions and specialized projects such as DNA sequencing,
and engineering services outsourcing.

The explosion in the number of outsourcing providers, the types of services
they offer, and the continued demand from customers attest to the cost and
productivity benefits that outsourcing can bring. Are companies in Asia also
taking advantage of the new possibilities of outsourcing? If they are not,
what are the reasons behind it, and what are the implications on their global
competitiveness? If they are outsourcing, which services are they contracting
out and what countries are they tapping? These are some of the questions
that Asian outsourcing: the next wave aims to answetr.
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State of play

Confounding initial expectations, outsourcing in Asia Pacific appears to be
more pervasive than generally thought. It is attractive not only to companies
in rich but high-cost economies like Australia and Japan, which reap savings
from labor arbitrage, but also to businesses in China and India, where there
is little labor arbitrage. It depends on the need. In the Economist Intelligence
Unit survey conducted for KPMG, half of the 305 respondents say that they
currently outsource information technology (IT) solutions (54 percent), while
a third outsource accounting, debt collection and tax processing (35 percent).
Some companies also outsource data collection and report writing (26
percent), human resources management (22 percent), and supply chain
management (19 percent).

Exhibit 1: What services are currently outsourced?
IT solutions

Accounting, debt collection, and/or tax processing
Data collection and/or report writing

Human resources management, including healthcare
and benefits processing

Supply-chain management

Customer servicing, including after-sales service
Research & development

Risk management

Sales and/or marketing

Strategic planning

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

Outsourcing as a business strategy looks set for more growth in Asia.
Three of ten companies surveyed (30 percent) say they plan to outsource
human resources management in three years. A quarter each intend

to outsource IT solutions (25 percent) and data collection/report writing
(24 percent) by 2009. One fifth are planning to outsource supply chain
management (22 percent) and accounting (20 percent).

Exhibit 2: What services will be outsourced in three years?
Human resources management, including health care
and benefits processing

IT solutions

Customer servicing, including after-sales service
Data collection and/or report writing

Supply-chain management

Accounting, debt collection, and/or tax processing
Risk management

Research & development

Sales and/or marketing

Strategic planning

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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Combining the “currently outsource™ and “will outsource” responses, IT
solutions emerges as far and away the most pervasive business function
outsourced in Asia, at 79 percent. BPO services such as accounting (55
percent) and human resources management (53 percent) come second and
third, respectively.

This may be a case of familiarity breeding confidence. IT services started in
the 1980s and are the most established outsourcing practice, and are offered
by global providers such as IBM and Hewlett Packard, and established Indian
companies like Infosys and Wipro. The same providers started developing
BPO offerings in recent years, possibly lending instant legitimacy to these
relatively new services because of their brand name and track record.

While most incumbent service providers still focus on the West, and have yet
to make a big push in Asia, their export services are well known across Asia.
Smaller enterprises that are starting to offer the same services to companies
in the region, some of them founded by former executives of the
incumbents, thus find many customers already familiar with the concept and
open to the idea of outsourcing.

Who is outsourcing?

The conventional wisdom is that companies outsource primarily to cut down
on business costs, and so Asian outsourcing clients are expected to come
mostly from labor-short and expensive places like Australia, Japan, Hong
Kong and Singapore. Because they operate in the same country as the
outsourcing providers, enterprises in lower cost China and India are seen

as not really interested in outsourcing because they are not likely to enjoy
significant labor arbitrage.

But 55 percent of surveyed companies in India and 46 percent in China also
say that they outsource. Furthermore, 24 percent of respondents in India
plan to outsource in three years, while 30 percent of those in China say the
same. In reference to IT solutions, half of respondents from Australia, and an
even higher proportion of those in Hong Kong (59 percent) and in Singapore
(61 percent) do say they outsource, as expected. (There are too few
respondents from Japan to draw conclusions.)

Exhibit 3: Who are outsourcing?

Currently outsource Will outsource
IT solutions IT solutions
in three years
Singapore 61% 21%
Hong Kong 59% 18%
India 55% 24%
Australia 51% 22%
China 46% 30%

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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Interestingly, 79 percent of respondents in India cite the opportunity to focus
on core competencies as a key benefit of outsourcing, more than those

who single out cost savings (74 percent). Nearly seven of ten (67 percent)
point to the chance to access skills not present in-house as another benefit.

In contrast, most respondents from the rest of Asia Pacific put cost-savings
first (78 percent), followed by better focus on core competencies (68
percent) and access to skills not available in-house (54 percent).

Exhibit 4: Benefits of outsourcing

Allow focus on core competencies
Cost savings

Access skills lacking in-house

Improve in-house performance

Forge strategic partnership with vendor
Easier and extended access to services

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

Despite the fact that there is really little room for labor arbitrage in China,
because outsourcing service providers and their clients draw from the same
employee pool and pay more or less the same wages, companies in China
still cite cost savings as the primary benefit of outsourcing. Ganesh Ayyar,
vice-president for managed services Asia Pacific at Hewlett Packard in
Singapore, has a theory about this contradiction. “IT infrastructure
outsourcing is really a business strategy, but culturally Chinese companies
have not yet switched over to that kind of thinking;” he says. “They still see
outsourcing as a purely IT issue, so they look at labor arbitrage as a key
benefit versus anything else, even though for a Chinese customer, to gain
from labor arbitrage would be a tough call”

Things are different in India, at least among the larger companies.

“They are quickly getting to a stage where embracing global best practices
to effectively compete with companies entering India is becoming a critical
issue;” says Mr Ayyar. “And since they have access to the best talent [via
India's IT services export sector], they don't need to go through the
evolutionary steps of learning to bring global best practices into their IT
environment?” Outsourcing brings them up to speed, and thus quickly
enhances their competitiveness and ability to focus on their core
competencies, although it does not necessarily make for big cost savings.
(See box, India: a world apart, for other differences between India and the
rest of Asia in terms of outsourcing practices.)

Asian outsourcing: the next wave 7
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What services do you outsource or plan to outsource?

India Rest of Asia
IT solutions 80% 78%
Human resources management 65% 47%
Accounting, debt collection, 64% 50%
and/or tax processing
Data collection and/or report writing 57% 48%
Customer servicing 51% 34%
Supply-chain management 46% 40%
Risk management 38% 18%
Research & development 29% 27%
Sales and/or marketing 20% 21%
Strategic planning 16% 8%

8 Asian outsourcing: the next wave
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How long before providers start offering services not currently available?

India
Within two years 44%
Within five years 33%
More than five years 3%
Don’t know/time uncertain 20%

Rest of Asia
25%
33%
9%
33%

What best describes your relationship with your service providers?

India
Partnership 42%
Vendor relationship 30%
Pure procurement exercise 12%
Group shared services center 9%
Captive service provider 5%
Acquired service provider 0%
Don't know 2%

Rest of Asia
35%
33%
14%
8%
5%
1%
4%

Asian outsourcing: the next wave 9
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Where do they outsource?

This analysis is consistent with our findings about outsourcing destinations.
Nearly all respondents from India (97 percent) say their main service
providers are located in India. Among companies in China, 95 percent say
their key service providers are also in China. Interestingly, half of the
surveyed companies in Australia (53 percent) outsource to India, while 38
percent outsource to China. Most Hong Kong firms outsource to others in
Hong Kong (86 percent) and also to China (61 percent), with just 4 percent
going to India. Companies in Singapore outsource to others in Singapore (57
percent), India (50 percent) and China (40 percent).

In aggregate, the majority of companies in Asia outsource to India (55
percent), with China as the second most popular destination (36 percent).
Singapore (20 percent) and Hong Kong (16 percent) come next, far ahead of
the Philippines (7 percent) which has been touted as a lower cost alternative
to India.

Exhibit 5: Where are your main service providers located?

India 55%
China 36%
Singapore 20%
Hong Kong 16%
Malaysia 9%
Philippines 7%
Vietnam 2%
Japan 5%
Taiwan 5%
Indonesia 4%
South Korea 4%
Thailand 4%
Other 15%

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

How are we to read these findings? In going offshore, one common

thread appears to be language. English speaking Australia outsources to
English speaking India, while Cantonese Hong Kong outsources to China.
Singapore, where English and Mandarin are official languages, outsources to
both India and China.

Raymond Lee, chief information officer at Hong Kong logistics company
BALtrans Holdings, puts the issue in perspective (see case study, BALtrans:
partial outsourcing). “An Indian company approached us several weeks ago,
but when | asked whether they speak or read Chinese, they said no;” he
recounts. “So how can they help me resolve an IT problem in my Greater
China operations? The language difference is one reason why | can't
outsource a lot to India, although they are really strong in such areas as
software coding?”’

10 Asian outsourcing: the next wave
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Speaking in many tongues

The question of language looms especially large in call centers and

technical help desks. Customer support must be extended in Australian
accented English for companies in Australia, in Japanese for companies in
Japan, in Korean for those in Korea, Cantonese in Hong Kong, Mandarin in
Taiwan and China. This helps explain the in-country outsourcing bias in China,
Hong Kong, and to some extent in Singapore, and may account for the
relative unpopularity of English speaking Philippines as an outsourcing
provider for companies in Asia, in aggregate.

English is also the main outsourcing language in India, of course, but unlike
the Philippines, IT services and call centers there have a longer track record
and enjoy access to a larger pool of qualified people. Companies in Australia,
for example, are therefore more likely to outsource to India than to a relative
newcomer like the Philippines. However, labor costs are rising rapidly in

India, and that may persuade English speaking companies to give the
Philippines a second look. Not surprisingly, the majority of survey
respondents (56 percent) say that language and country/organizational culture
strongly or very strongly dictate their outsourcing requirements.

Exhibit 6: How strongly are your outsourcing requirements dictated by
language or culture (either country or organizational culture)?

Sormawiat sthanghy 14 461
Mot at all a7 B 88%

|Responsa: 304)

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

There's a message to the region's service providers here, and that is the
need to have staff who are fluent in Asian languages. Most service providers
are currently oriented toward Western customers, whose lingua franca is
English. If they think of Asian languages and cultures at all, it is in the context
of hiring bilingual speakers for sales and marketing in countries where their
multinational clients have operations.

Asian outsourcing: the next wave 11
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Those who assume that English is the language of business and technology
in Asia, and that catering to this market is only a matter of reorienting
existing staff used to dealing with customers in the West, may be bound for
disappointment. English may be the language of the subsidiaries of
multinationals in the region, but this is not always the case with local
companies and their mass-market customers.

Language can be an important competitive advantage for newer service
providers seeking to differentiate themselves from the incumbents. It is a
main marketing plank at Malaysian contact center specialist Scicom, which
was formed in 1997 “We are the only multilingual, multichannel BPO service
provider in Asia;” claims chief executive Leo Ariyanayakam. Collectively, the
company's 1,400 staff speak 13 Asian languages, among them Japanese,
Korean, Mandarin and Bahasa Melayu, in addition to English. Scicom's client
list already includes major Malaysian corporates like oil company Petronas
and Malaysia Airlines, regional operators like Star Cruises, and multinationals
such as Fuji Xerox, Citibank and insurance giant AlA.

re than 120 countrigsT,
incmdiné 15 markets in I Outsouréing is widely tised across the group’s
various companies, from call centers to information temgy (IT) services to
human resource?‘nagement to accounting and payroll. As the chief

Aon Hong Ko g, Suk Wah Kwok is involved in regional
headquarters is in Hong Kong.

ors for the whole region,
e;” she says. “It's hard
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Managing the relationship

Managing the outsourcing relationship in Asia can be complicated by the
tendency of companies to multi-source, rather than have one service
provider take care of related functions across the business. This is primarily
for language reasons, as discussed earlier. It is also difficult to find one
service provider that has units across Asia. “Even the global providers don't
have a presence in all Asian markets, although they may have marketing
units there;” observes Mr Lee of BALtrans. At BALtrans, six outsourcing
companies handle IT services. “It can get complicated, but that is an
inherent problem if you multi-source;” says Mr Lee. One of his strategies is
to devolve the responsibility to monitor service-level agreements to regional
IT managers, instead of headquarters or the individual subsidiaries being
serviced.

Companies in Asia typically let the department that is outsourcing its needs
manage the relationship with the outsourcing provider (43 percent), but there
are also those that give the responsibility to procurement (28 percent),
finance (27 percent), and IT (23 percent).

Exhibit 7: Which departments in your company are chiefly responsible for
managing the relationship with outsourcing providers and measuring their

performance?
100
75
50
) I I I I

5 = .

B Procurament 83 27.67%

B Human resources 26 B.67%

B Finance 80 2667%

B Office administration a7 15.67%

B Information tachnalogy 68 22.67%

B The department outsourcing its needs 130 4333%

Mone 5} 2.00%

Other, please specify 24 B.00%

Response: 300

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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Partner or vendor?

The type of business function appears to determine the kind of relationship
that arises between outsourcer and service provider. Four out of ten
companies that currently outsource accounting services characterize their
relationship as one of partnership (40 percent). Only 29 percent describe it as
one between buyer and vendor. Typically, a high level of trust is required for
financial and accounting outsourcing, as the relationship involves financial
information and actual cash transfers, in some cases.

On the other hand, companies that outsource IT services are split down the
middle, with 36 percent describing the relationship as a partnership and
another 35 percent saying it is a vendor arrangement. And nearly four out of
ten respondents whose company outsources human resources management
say the relationship is a partnership (39 percent), while another 36 percent
regard their service provider as a vendor.

In aggregate, 38 percent of respondents regard the outsourcing relationship
as a partnership, with another 31 percent seeing it as a simple vendor
relationship. Some think of outsourcing as purely a procurement exercise (14
percent).

Exhibit 8: Which of the following best describes your company's approach
to outsourcing?

2.95%

3115%,

W As a vendor relationship a6 31.15%
B As a partnership 116 3B 03%
B Asa pure procurement exercise 41 13.44%
B As 5 captive services provder 6 5.26%
Aguire the services provider 1o Tum into 3 0.98%
a group shared-sanices cantra 256 B20%
B Develop a group shared-senices cantne a8 2.95%
B Don't know
(Response: 305

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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16 Asian outsourcing: the next wave

It helps to remember here that there are many sub-types of accounting,

HR and IT services. Some may involve only routine activities such as filtering
e-mail spam messages, and therefore the client may not want to spend too
much time and effort cultivating a partnership with the service provider.
Others may involve mission-critical functions such as managed security
services, in which the service provider guards against malicious software
getting into a company's IT systems, among other things. Here, a close
relationship is in order. The client will require daily reports on attempted
intrusions into its systems, and will expect constant updates from the
service provider on new threats and how it plans to combat them.

Most of our interviewees stress the need to cultivate a partnership
relationship with service providers. “There are a lot of suppliers out there;’
says WC Lai, quality and manufacturing director at Solomon Systech, a
leading global maker of integrated-circuit chips for mobile phone displays
(see case study). “But there are too few good ones, so you must do all you
can to keep them?” Solomon outsources its supply chain, including
manufacturing and logistics, to providers in China and Taiwan, including giant
silicon wafer foundry TSMC. “We cultivate not only a business relationship
with our suppliers, but also people relationships;” says Mr Lai. “If they trust
you, they will support you in good times and bad times?”

As our findings show, however, not all outsourcing relationships need to be
partnerships, with all the investment in time and effort that implies. For the
region’s service providers, this finding underscores the need to be sensitive
to the circumstances and preferences of the customer. Sometimes, a vendor
relationship is easier on everyone.

Mpartial OM - -

relative newcomer to the industry, the BALtrans group still has to catch

with more established freight-forwarding and logistics companies such as
'Ai.r,ocean Group, Nippon Express and SEKO Worldwide. This is one reason

' [ 0 Kong-listed BALtrans, which was founded only in 1982,
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marketing will be outsourced. “Perhaps things like research and
development of a product or solution can be partly outsourced;” he alléws,'
“but not completely” If outside expertise is needed, the company will hire
consultants, whose recommendations in-house departments will execute.

Cost and quality of service are also important considerations. Mr Lee says
‘BALtrans knows it cannot match ce ain services by specialist providers, but
do better than then e can do it cheaper in-house” The
: ig| ons. Can employees live with
example? The company wiill
orth it. The same
nsive globz

, Site by site, before you ¢
e five sites outsourcing and five otl
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Strategies for success

Asked to name the best strategies to manage the outsourcing relationship,
half of respondents cite the importance of integrating outsourcing into
business results (54 percent) and ensuring objectives are clear at the outset
(50 percent). The financial issue comes third, with 40 percent pointing to the
need to ensure the provider's fees are competitive and that it is actively
committed to reducing costs.

The preferred approach appears to be to make sure that broad guidelines for
success are in place, and then to leave the provider alone to do its thing,
rather than to micromanage the relationship. For example, just a third of

Asian outsourcing: the next wave 17
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18 Asian outsourcing: the next wave

respondents say it is important to actively measure the provider's
performance on a regular basis (34 percent), and only a fifth advocate
maintaining a close relationship with the provider throughout the negotiation
and delivery processes (23 percent).

Very few depend on performance bonuses (8 percent) or performance
penalties (5 percent) to ensure success, which is consistent with the
respondents' broad guidelines approach. Even if the service level agreement
provides for financial compensation, says BALtrans' Mr Lee, “what's the use
of making a claim? At the end of the day, when there's a failure, you've
missed serving your customers, you've missed business opportunities. It
doesn't matter whatever money or free extension of the service you get”

Exhibit 9: What do you think are the best ways to manage the outsourcing
relationship for your company?

100
75
80
) I I I I I I
; B ,
B Ensure outsourcing 1s ntegrated into the business results as a 165 54.10%
perlofmance measuns
B Enswe outspurcing peovider’s fees sra compatitie and it & Boinvely 125 40.98%
committed 10 reducing costs
B Ensure the objectives are clear a1 the outset about tha benefits of 154 50.49%
DLISOLNCSING arrangemeant
B Enswe skiled managers handie the outsourcing retatonship to oblain 103 IR
fradiirmum padlarmance from the pravidor
B Actively measure the cutsourcing peovider's parformance on a regular basis 104 34.10%
W Actively maintain 3 close relationship with the provider theoughout the bl 2338%
NEQOTARoN and delivary processes
| Ensume the outsourcing proveder hixs & bhosd range of services and strangths 21 6.89%
B Ensure the outsourcing proveder has a proven record of on-tima, quality delivery 71 A%
| Manage outsourcing provider cutput with performance bongses 268 B.EZ%

utsourcing provider outpul with perlormance ponallies 16 525%

Rasponse. 305

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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Problems in outsourcing

What is hampering outsourcing in Asia? Respondents cite problems related
to availability of service providers, the quality of the services currently
available, and the belief that services such as strategic planning, sales and
marketing, risk management, and research and development are strategic
to the company, and therefore should be handled in-house.

At the Second Annual CIO Forum Asia in Hong Kong in September, Anthony
Lloyd, head of the technology and communications group in Asia for Minter
Ellison Lawyers, identified two specific issues. “There is the problem of
language;” he says, alluding to the diversity of languages and cultures in Asia
discussed earlier in this paper. “The other thing is there aren't a lot of vendors
that have a presence in each of the different jurisdictions. You might want to
give everything to one company, but then that company does not have offices
in each country, and in fact subcontracts the work in those places’”

Availability

Asked what services they have no plans to outsource, survey respondents
overwhelmingly singled out strategic planning (89 percent), sales and
marketing (78 percent), risk management (75 percent), and research and
development (72 percent).

Exhibit 10: What services do you not plan to outsource?

Strategic planning 89%
Sales and/or marketing 78%
Risk management 75%
Research & development 72%
Customer servicing, including after-sales service 60%
Supply-chain management 59%
Data collection and/or report writing 49%
Human resources management, including health

care and benefits processing 47%
Accounting, debt collection, and/or tax processing 45%
IT solutions 21%

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

But it seems that a few of these companies are actually interested in
outsourcing these services, except that they cannot find providers that
specifically offer them. Asked which services they would like to outsource
but do not because no provider specifically offers them, a quarter of
respondents cite risk management (27 percent), with at least a fifth each
pointing to HR management (24 percent), research and development (23
percent), data collection and/report writing (22 percent), and customer
servicing (22 percent).
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Exhibit 11: Which of the following services would you like to outsource but
do not, as currently there are no outsourcing providers offering the specific
service?

100

75

&

B Accountng, dabs cofecon, and/or 18x procassng 47 18.22%
B Human resounces managament. including haealth care and benafits processing 62 24.03%
B Supely cham managemeant 42 16.28%
W Customer senicing, including after-sales serwoe B 2171%
B infoemmion technokgy solution 3} 1612%
W Salss andior rmarketing 45 1T.ad%
W Dates collection andior repor writing 58  11.48%
B Lagal counsed 38 14.73%
B Strategec planning a7 18.22%
W Risk managarment 0 2713%
B Apscarch & development 9 22 87%
B Oher, plasse apacily 12 & G5 %

|Response: 258)

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

Nearly seven of ten respondents, however, believe that these services
will be provided within five years, with three out of ten believing this will
happen within two years. However, as noted earlier, the majority of survey
respondents say they have no plans to outsource these services, so it

is not clear whether these providers will find enough clients in Asia.

Exhibit 12: How long do you think it will take for providers to begin offering
outsourcing services in the specific areas noted above?

B Within 2 years 53 32.98%
W ‘Within 5 years a9z 3262%
W More than B years 19 6.74%
B Don't know [ timaframe (8 uncaerain ™ 27 68%
[Response: 267

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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In the meantime, while waiting for outsourcing providers to offer the specific

services they want to outsource, the few companies in Asia that are willing

to outsource these services are boosting in-house capabilities and setting up
shared services centers. Presumably, those respondents who do not plan to
outsource these strategic services even if they can find providers are also

boosting in-house capabilities and setting up shared services centers, since

these essential functions are crucial to competitiveness.

Exhibit 13: Given these perceived gaps in services, what can companies
do to meet their current services requirements?

100

0

165 SiEW

197 GB678%

pronvadans ) 1TEI%
D BUSinEss DEiComas o7 A E%

3 1.02%

Responsa. 295

Source: KPMG International / Economist Intelligence Unit Survey - September 2006

Quality

Asked what problems they encounter in dealing with the region's
outsourcing service providers, companies in Asia cite three weaknesses:
insufficient knowledge of the client's business and industry (52 percent),
non-responsiveness to client concerns (47 percent), and low performance
standards (35 percent).

Exhibit 14: Which of the following quality problems have you encountered
with outsourcing services providers, either in evaluating them or in
outsourcing with them?

100

=]

ol

L]
o

0

Foo 192

Lowy parforma
Parfarmanca
hihai, please wpacity 6 41

iEEEEEE®

Rasponse: 206

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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At a recent CIO forum, the chief information officer (CIO) of a medium sized
Chinese bank in Hong Kong complained that his staff sometimes pay money
and spend a lot of time teaching the outsourcing service provider all about
the bank's business. Then armed with its new found knowledge of how
mainland Chinese banks do things, the service provider then bids for a
similar project with a competing bank, something that understandably irks
the CIO.

Complicating matters are new compliance requirements under the
Sarbanes-Oxley Act from the U.S., which apply to U.S. subsidiaries in Asia
and Asian companies issuing securities in the U.S. Similar regulations are
being contemplated in Japan, South Korea, India and other places in Asia.
“You have to show that you still have control over the processes [you
outsource] and those processes are sound;” says Anthony Lloyd of Minter
Ellison Lawyers. “You have to do more due diligence before you get into a
relationship. You have to go and see how the providers work, and stress test
them. There's a bit more work that goes into a deal before [a service level
agreement] is signed”

There are also some specific actions that can be taken by outsourcing
service providers and their customers in light of Sarbanes-Oxley and other
regulatory requirements being introduced throughout the world. For example,
one of the most effective ways for service providers and their clients to
communicate information about the organization's internal controls is
through a Statement of Auditing Standards (SAS) No. 70 report, a Service
Auditor's Report. This report is designed to provide information about the
service organization's controls that may be part of a user organization's
information system as it relates to the user's financial statements.

The message here is that service providers with substandard domain
expertise, controls, responsiveness to client concerns, and performance
standards are setting themselves up for failure. This is especially true if
outsourcing services currently not offered will be offered in five years'

time, as our respondents anticipate. Companies in Asia will then have more
providers to choose from, possibly including globals and Indian incumbents
making a big push in Asia.
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The next wave

Asia's outsourcing industry looks set to be far bigger than it is now if the
expectations of survey respondents do come to pass. We may see BPO
services catch up with IT outsourcing as companies in Asia become more
comfortable with the idea of entrusting some finance, accounting and HR
functions to outsiders.

The message to the region's established outsourcing service providers is
clear: it is time to focus more attention on markets closer to home instead of
concentrating exclusively on Western markets, which are already getting
saturated and showing signs of a backlash against offshore outsourcing.

Significantly, the incumbents have not yet moved in a big way, if at all, in
nascent segments such as R&D outsourcing and engineering services
outsourcing, which are currently offered mostly by young specialist
organizations like India’'s MindTree Consulting (see case study). Will these
new services catch on in Asia as well?

Perhaps not, or at least, not as rapidly as IT services has done or BPO looks
likely to do. The key reason may be the belief that these services represent
competitive advantages, and therefore must be totally controlled by the
company. Asked why they do not outsource, six of ten respondents say
some services are strategic to their company, and so must be done in-house
(61 percent). The majority (53 percent) are also worried about lack of controls
and insufficient security in the systems of the service provider.

Exhibit 15: What are the top reasons for not outsourcing any of these
services?

E ikl

of DutSourceng Sarvicns 1

ol socutity in place 164

B3

nagic 1o our company, 50 wa would not oulsbuice 188

Source: KPMG International / Economist Intelligence Unit Survey - September 2006
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Still, we argue that this mindset can change going forward. For one, the
second reason cited, lack of controls and insufficient security in place, imply
some openness to the idea of outsourcing elements of these strategic
functions if security can somehow be assured.

On sales and marketing, Scicom's Mr Ariyanayakam concedes that
companies in Asia traditionally keep this function within the organization.

But the Malaysian company has succeeded in persuading some clients to

let it do part of their customer relationship management (CRM). That's
because, in the course of their work, Scicom's contact centers gain intimate
knowledge of their clients' customers, and can thus serve as a sounding
board on how a new product will be received, or the likely response to a
marketing initiative. From there, the next logical step is to let it manage parts
of the customer database and generate reports for planning, marketing,
product development and other purposes.

Similarly, MindTree Consulting acknowledges that outsourcing R&D and
engineering functions to a third party is a sensitive issue for most
companies. But it says it works hard to win and maintain the trust of clients,
particularly in the areas of security, confidentiality and respect for the client's
intellectual property rights. Typically, the relationship starts small, perhaps
research on a minor feature of a client's new product. Then as trust is
established, MindTree is given progressively larger roles.

Sometimes, cost considerations win over the client's qualms. The
medium-sized Chinese bank in Hong Kong mentioned earlier has decided
to outsource to a provider in Singapore the generation of risk management
reports in compliance with the risk-adequacy ratios and other requirements
of the international Basel Il agreement. The CIO estimates that at least
US$3m would be needed to develop in-house systems. In contrast, the
service provider charges less than US$128,375 a year.

What the experiences of these service providers tell us is that a client base
for next wave outsourcing can be built one customer at a time. An explosion
in demand may result when critical mass is reached, since hold-out
companies will be forced to outsource R&D, engineering, risk management
and so on once they see rivals becoming more competitive because they are
outsourcing these strategic services.

According to a study by U.S. management consultant Booz Allen Hamilton,
only US$10bn to US$15bn (out of a potential US$750bn) worth of
engineering services outsourcing is currently being done globally. Most
providers are located in Israel, Canada, Mexico, Eastern Europe and China,
whose substantial manufacturing capabilities require engineering know-how.
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Another consultancy, Evalueserve, estimates that knowledge process
outsourcing (KPO) services were worth only US$1.2bn industry in 2003.

But by 2010, it predicts, KPO may be worth US$17bn, representing an annual
compound growth rate of 46 percent.

It is a given that these services will be offered by providers in India, China,
the Philippines and other talent-rich economies in Asia, since they are already
leaders in IT services and BPO. In turn, this means companies in the region
can easily gain access to these strategic services if they choose to outsource
them. It may take a while, but next wave outsourcing — KPO, ESO, CRM, risk
management and strategic planning — may yet rival IT services and BPO in
size and value in the Asia Pacific region.

also outsources some of its
of our recruitment, and
shmukh, chief technology

1 « r
own processes. “All our payroll is outsource
some oﬁ,“englgeenr;g ?cpvmes, says Vinod
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At the moment, IT services account for three-fourths of MindTree's practice.
But product realization services, including R&D and engineering, are coming
up fast. Many of the contracts are with start-up Silicon Valley clients, such as
a recently completed project involving the design, engineering and
manufacture of a Bluetooth-enabled handheld device using the customer's
proprietary software applications. “But now we have quite a few from
Europe;” says Mr Deshmukh.

The next growth area: India and the rest of Asia. Profit margins may not be
as high, but MindTree is seeing Asian markets, particularly India, growing at
phenomenal rates. When the region is ready for R&D and engineering
outsourcing, it will be there waiting with a menu of services honed from its
work with the West.

KPO: the next big thing?

With so many abbreviations used in outsourcing, the addition of another may
not seem a big deal. But KPO, or knowledge process outsourcing, is
generating excitement in the industry. This new service, which already
accounts for 11 percent of India's export revenue from outsourcing, is
projected to become a US$12bn money earner for India by 2010, with an
additional US$5bn going to KPO providers elsewhere in the world.

As the term suggests, knowledge process outsourcing involves knowledge
intensive business processes that require significant domain expertise,
analytic skills and judgment making capabilities. KPO providers typically offer
high-end services not only to clients in the traditional banking and financial
services industries, but also to those in pharmaceuticals, healthcare and life
sciences, law, design, animation and even education.

In India, for example, Molecular Connections undertakes both customised
and syndicated research on gene pathway mapping. The Bangalore
company's 100 or so PhDs use an internally developed National Language
Query tool for the job, which includes the creation of a protein interaction
database. Another Indian firm, MarketRx, combines technology, analytics
and market research to provide services that enable the pharmaceuticals and
life sciences industries to improve their sales and marketing initiatives.

Other emerging players in India's KPO space include Evalueserve, Smart
Analyst, Netscribes, ValueNotes, Ugam Solutions, Inductis, B2K, Scope
eKnowledge, Atlas Legal Research, Pangea 3, and Copal Partners. They operate
across a wide range of industries, offering a mix of services that range from
patent filing and search to econometrics and exhaustive data mining.

About 25,000 Indian specialists are said to be in the KPO segment now. By
2010, says KPO player Evalueserve, 250,000 will be lending their brains to
the world's companies.
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Conclusion

Our findings have implications for companies in Asia in general, and also for
companies that provide outsourcing services. We summarize them below.

For companies in Asia
* Qutsourcing is gaining steam in the region. Companies that have no
plans to outsource at all may find themselves at a competitive
disadvantage if their rivals that do outsource reap anticipated benefits in
cost savings, efficiencies, ability to refocus energies on core
competencies, and access to world-class best practices.

* Qutsourcing is being adopted not only by companies in high cost
economies like Australia, Hong Kong and Singapore, but also by
enterprises in lower cost China and India. Cost saving is evidently not the
only benefit from outsourcing. If done right, it can also allow a company
to focus on its core competencies and access skills that are lacking in-
house.

* At present, there are few outsourcing services providers with a
presence in all Asian countries and with capabilities not only in English but
also various Asian languages. Companies that plan to outsource should be
aware that they may need to go with five or six providers in different
locations, and must be ready to deal with the resulting complexities.

* Companies that currently outsource take a hands-off approach to the
relationship, depending more on integrating outsourcing into business
results and clarifying objectives at the outset, rather than micro-managing
outsourcing activities and rewarding or punishing providers. This is a
strategy that enterprises planning to outsource will do well to consider.

* Regulations like the Sarbanes-Oxley Act of 2002 in the U.S. and similar
legislation under consideration in Japan, South Korea, India and other
Asian countries have implications for the outsourcing industry. Companies
should be ready to be more thorough in vetting service providers to make
sure their outsourced functions remain compliant with applicable laws.

For providers of outsourcing services
* Companies in Asia are particularly open to outsourcing IT solutions, and
increasingly to business process outsourcing, such as financial and
accounting functions and human resources management. It may be time
for providers that focus exclusively on serving customers in the U.S. and
Europe to start looking closer to home.

*The main complaints of companies in Asia about outsourcing providers
are insufficient knowledge by the provider of the client's business and
industry, and non-responsiveness to client concerns. Providers will do well
to focus on these areas.
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* Companies in Asia do not always want a partnership relationship with
their outsourcing provider. Some are more comfortable treating their
provider as a vendor. Providers should be sensitive to the client's
preferences and make appropriate adjustments.

* Companies in Asia are reluctant to outsource strategic planning, sales
and marketing, risk management, R&D and customer servicing as they
are considered to be strategic services. Outsourcing providers in these
areas should be aware of this attitude, and must work to overcome it by
emphasizing their commitment to security, confidentiality and intellectual
property rights. They can also focus on offering only elements of these
functions, not take over the whole function. For example, instead of doing
all the engineering work on a new cell phone model, an outsourcing
provider may offer to do only the Bluetooth wireless connection. This way,
the client will be exposing only a minor portion of the project. Outsourcing
providers may also consider bundling the service on a one-off, per-project
basis, rather than a continuing, multi-year contract.

* Companies in Asia take language and company specific and national
culture into account when deciding which outsourcing provider to use.
Providers will do well to hire local language speakers or develop
multilingual capabilities among their staff, as well as promote cultural
sensitivity.
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